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PREFACE

This study guide has been made available to you by the
Committee on Professional Education of the Michigan Association of
Certified Public Accountants and the Personnel Committee of the
American Institute of Accountants . It has been designed to be used
in public accounting firms wherever the need has been felt to increase
the educational opportunities available to the staff members.

The purpose of this guide is to present the professional
aspects of public accounting, and to instill in each staff member an
appreciation not only of the duties and responsibilities of the
profession, but also a sense of professional pride in the independent
public accountant and the position he holds in the business world.
The profession of public accounting must always try to develop and
grow. The one requisite of orderly growth is widespread professional
knowledge shared by all certified public accountants and their staffs.
This guide presents an orderly review of current auditing materials
and presents opportunities to integrate individual firm policies with
general professional standards. It is believed that the accountant
who acquires this background, along with his thoughtful on-the-job
training in auditing, can develop into a well trained member of the
accounting profession*

Charles Lawrence

April, 1956
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TOPIC I
LESSON 1

THE PROFESSION OF PUBLIC ACCOUNTING - GENERAL BACKGROUND

The History of Your Profession

The profession of public accounting which you are entering is a
young and vigorous one. In the United States its effective history traces
only from the beginning of the Twentieth Century. Since the early 1900’s,
the number of CPA’s has grown to be more than 50,000, and the services
rendered by these professional men have become as diversified as the needs
of business for professional accounting help.

Many sized firms comprise the profession of accounting: some
firms' services are national in scope, other firms' services are limited
to one city; some firms employ hundreds of accountants, other firms have
no staff men except the single practitioner. However, regardless of what
type of firm you start into the profession with, you will be looked upon
by the members of the business community with whom you come into contact
as a representative of the profession of public accounting. You should
therefore learn of its ideals, philosophies, and rewards as quickly as pos
sible in order that you can represent the profession fairly wherever you are
Finally, you should realize that your success will depend largely
upon your own efforts. The evidence of your maturity in the profession
will be the skill you build by experience, the alertness you show by reason
of fruitful study, and the vision for the future you develop by thoughtful
consideration of the profession's underlying unsolved problems. You are
welcome to a profession which will need and use the services you have to
offer.

Reference:

CPAHB Chapter 1.

Discussion Questions
1.

What differences are there in the responsibilities of a local firm’s
practice of public accounting compared to a national firm’s practice
of accounting?

2.

What is the objective of public accounting?

TOPIC I
LESSON 2

THE PROFESSION OF PUBLIC ACCOUNTING - GENERAL BACKGROUND

The Need for the Public Accountant

The profession of public accounting is expanding at an ever
increasing rate. There are several basic reasons for this trend. The first
is that the nation’s businesses are growing both in numbers and size. The
second is that these businesses are demanding continually more and more
services of CPAs. Annual audits are the rule rather than the exception in
all but the smallest companies. Continually changing income tax laws, as
well as entirely new tax legislation, increase the need for competent
business advice. Finally as business competition increases, business efficiency
becomes more important. The varied business experiences of the CPA qualifies
him as the logical person for the businessman to consult when seeking outside
business advice. All these elements indicate that Certified Public Account
ants will hold an ever greater position of responsibility in the business
world as the profession of public accounting matures in the United States.

References:

CPAHB Chapter 1,

Appendix A.

Discussion Questions

1.

What are the major areas of public accountants’ services?

2.

In what areas of the public accountants’ services does your firm
specialize?

TOPIC I
LESSON 3

THE PROFESSION OF PUBLIC ACCOUNTING - GENERAL BACKGROUND

Accounting Organizations and Publications

In order to grow in the profession, you must continue to
educate yourself and contribute to your profession. The former process
is helped by (1) the judgment you acquire through thoughtful daily work,
and (2) keeping abreast of the changing and challenging ideas of the
profession. The most ready access to new professional ideas is through
the current literature in the field. The Journal of Accountancy, the
Accounting Review, and the National Association of Cost Accountants
bulletins are generally found in every accountant's office. These periodicals
place at your disposal a variety of ideas and experience. The latter process
can be started by affiliating with accounting organizations and accelerates
in direct proportion to your activity within these societies and organiza
tions.

References:

CPAHB Chapter 4.

Discussion Questions

1.

What are the advantages to the junior accountant of belonging to
the American Accounting Association? The National Association of
Cost Accountants?

2.

What advantages are there for the CPA to belong to the American
Institute of Accountants?
Your State Association of Certified
Public Accountants?

TOPIC I
LESSON 4

THE PROFESSION OF PUBLIC ACCOUNTING - THE PERSONAL CHALLENGE
The Organization of This Accounting Firm

As a beginning member of the professionand as a new staff
member of this firm, you should learn all you can about the organization
of an accounting practice. The usual organization is that which has a
single proprietor or two or more persons as partners, several senior or
junior accountants as the field men or staff men, and the office force
consisting of typists and bookkeepers.
Some firms make it a practice to have a junior accountant work
for a given senior or seniors; others rotate the junior accountants among
upper staff personnel. Generally working rules are laid down such as who
assigns work, how income tax returns are routed, and who does the proof
reading. You should try to learn as much of the routine as possible without
seeming overly curious. These discussion sessions should present an
excellent opportunity for asking questions about office procedures.

References:

CPAHB

Chapter 10, pp. 20-27

Discussion Questions

1.

Diagram the organizational structure of your firm.

2.

Does your firm have an established policy of reviewing staff personnel
for wage adjustments and promotion?

3.

What are the requirements of becoming a senior accountant in your firm?

4.

For what clues to satisfactory progress should the junior watch?

TOPIC I
LESSON 5

THE PROFESSION OF PUBLIC ACCOUNTING - THE PERSONAL CHALLENGE

The Role of the Junior Accountant

Normally the man entering the public accounting profession
starts as a junior accountant. The reasons are two folds (1) the man
is generally inexperienced in auditing procedures, and (2) the average
accounting office has a place for and needs a given number of junior
accountants. However, you as a junior accountant should set for yourself
the goal of soon becoming a more substantial member of the profession.
In order to accomplish this goal, two criteria must be satisfied: (1) you
must know the part the junior accountant plays in an accounting organization
and fill it well, and (2) you must learn of and accomplish the tasks which
mark progress toward the senior accountant and partnership levels of the
profession. Satisfaction of the first criterion depends upon acceptable
personal characteristics and elementary professional knowledge. Satisfaction
of the second criterion depends upon your acquiring varied experience,
seeking additional professional knowledge, and continually polishing your
own personal characteristics through writing and speaking, as means of
self improvement.

References:

Duties Chapters 1, 7, 8.

Discussion Questions
1.

Why must a time limit be placed on an audit operation when only by a
one hundred per cent check can absolute proof of accuracy be determined?

2.

Is the junior accountant to tell the senior accountant of all errors
or just the major errors?

3.

What personal characteristics are important to the junior accountant?

4.

How can the work done by the junior accountant affect the audit
program?

TOPIC I
LESSON 6

THE PROFESSION OF PUBLIC ACCOUNTING - THE PERSONAL CHALLENGE

The CPA Examination

A major challenge to the junior accountant is the passing of the
Certified Public Accountant's Examination consisting of five sections:
Auditing, Theory of Accounts, Accounting Practice (two parts), and Commercial
Law. Passage of this examination permits steady upward progress in the
profession of public accounting. As the CPA Examination is given by States
and Certified Public Accountants are registered by States, each State has
it’s own rules for eligibility, conditioned subjects, and residence. You
should determine the rules pertaining to your own status. These rules may
be published in booklet form by your State board or they may be published
in combination with a register of the Certified Public Accountants of the
State.

References:
Information for CPA Candidates
State Society Magazine and Journal of Accountancy
The Rules of the State Board of Certified Public Accountants

Discussion Questions

1.

Determine how long you will need to be in practice in order to take
the CPA Examination.

2.

What specific steps are you going to take to become prepared for the
examination?

3.

What is the rule in your State on conditioned subjects?

Reading Suggestions for

TOPIC II. -THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT

Subject

References
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Codification
CPAHB

LESSON 2.
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Codification pp 8, 11-13
Accountants’ Legal Responsi
bility, pp 9-16
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Auditing Standards
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Codification pp 9-11

LESSON
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Codification
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CPAHB
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Appendix B
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TOPIC II
LESSON 1

THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT
Introduction
You should realize that a CPA’s work falls into two distinct
classes. The first class consists of audits of the client’s financial
statements. These ’’audits” are general examinations of the whole of the
client’s records in enough detail to enable the auditor to form an
opinion about the fairness of the statements of the client* The second
class of work is that of non-auditing work such as year-end unaudited
financial statements, tax returns, and systems installations. Histori
cally the distinction between the two types of work must have become
blurred, for in the last ten years much literature has been published
pointing out the proper distinction between the two types of services.
A major publication in this area was Auditing Procedure Bulletin #23,
(which is incorporated in the "Codification” on pages 18-20) with
regard to examinations without opinions. As a junior accountant you
will be associated with both types of work. You should keep their
distinctions and similarities in mind*

References:

Codification - pp. 15-20
CPAHB
- Chapter 1, Appendix A

Discussion Questions

1.

Mr. X, a CPA, after completing an examination of the financial
statements of Mr* Jones, sends a balance sheet and profit and loss
statement along with a letter of transmittal to the client. The
letter contains no statement of opinion, but states that the state
ments are for "management purposes only". Can Mr. Jones send a
copy of the financial statements to his creditor in response to
the latter’s request for a statement from the former’s CPA? What
degree of reliance can the creditor place in the statement? Can the
CPA prevent Mr. Jones from sending statements out in this fashion?

2*

Under what circumstances can a CPA present statements to the client
without either giving or denying an opinion thereon? What is the
implied scope of his work? What is the value of such statements (a)
to the client? (b) to third parties?

3*

Where would the following types of work fit in the diagram attached?
a. An "audit for management purposes only" when no opinion is
submitted.
b. Statements prepared from the client’s books "without audit".

4.

What is the scope of a balance sheet audit?

TOPIC II
LESSON 1
Cont'd.

THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT
Professional Relationships
between the CPA, The Services
He Renders, and His Client.

The CPA

Auditing Services

Non-Auditing Services
(Not subject to certification)

(Subject to certification)

Investigations

Tax
Work

Special
Services

Bulletin
23*
Non-Auditing Standards

Auditing Standards

Auditor’s opinion

Rules of Professional Conduct

Client

*Codification - pp 18-20
Auditing Standards - pp 46—47

TOPIC II
LESSON 2

THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT

How Auditors are Appointed

The method of appointing auditors varies by situations. Some
companies appoint their auditors through formal action of the board of
directors, or appointment may be made at a meeting of the stockholders.
However, a phone call from an officer of a company might be the basis of
starting an audit engagement. Though the method of appointment varies,
the responsibilities of an audit are not varied by the means of appoint
ment. Audit responsibilities are determined by contract; this contract
is basically the letter of engagement. It should clearly indicate the
auditor’s responsibilities especially in situations where the auditor is
to limit his examination. If no written engagement memorandum is formulated
the auditor could perhaps find himself in the position of defending himself
against improper auditing methods with little evidence as to the intent
of the engagement. The challenging point is that auditors are professional
people, and their responsibilities, especially in the audit area, run to
third parties as well as to the clients. Therefore the auditor should
handle his affairs in such a way as to eliminate as much uncertainty and
confusion as possible with regard to all parties involved.

References:

Codification - pp. 8, 11-13
Accountants’ Legal Responsibility - pp. 9-16.

Discussion Questions

1.

Does the reading indicate that an auditor is responsible for uncovering
all irregularities?

2.

(a) What are the basic questions involved when it is claimed that the
accountant was negligent in the performance of his audit? (b) What is
the effect of a written statement regarding the scope of the engagement
upon these basic questions? (c) Which of the questions most affect the
junior accountant?

3.

Clients do not accept oral reports at the conclusion of audit engage
ments. Do the cases or readings present any reasons for accountants
to accept oral audit engagements from their clients?

4.

If Mr. Jones, president of the Jones Corporation, asks a CPA to audit
the corporation’s books, does the CPA’s responsibility reach primarily
to Mr. Jones, the stockholders, or the public? In what respects is
the case different if the Jones Corporation is wholly owned by Mr.
Jones? If the company which Mr. Jones represents is owned by him as
a sole proprietorship?

TOPIC II
LESSON 3

THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT
Auditing Standards as the Clue to Professional Auditing Work
A professional public accountant serves the public in the auditing
function by attaching his opinion to a client’s financial statements. In
effect, the accountant markets only his own integrity and knowledge. And
without integrity even his knowledge would be hardly marketable in an auditing
capacity. Basically the one element that supports the public accountant is the
confidence in him by third parties.

This confidence has not sprung up overnight, but has been the result
of a conscientious effort on the part of all members of the accounting profes
sion. It is not vested in any one individual accountant, but extends to the
profession as a whole. A fundamental reason for the accountant’s present
position of enjoying the confidence of the entire business community has been
the profession’s traditional insistence on high standards of personal and
professional competence in its members.

The most comprehensive statement of these professional standards
are those approved by the American Institute of Accountants and published in
a bulletin entitled ’’Generally Accepted Auditing Standards”. This bulletin
represents the cumulative efforts of many years of endeavor by the committees
and members of the Institute. The standards embodied therein deal with profes
sional competence and properly trained persons, with field work of auditors,
and with the reporting of auditors.
These standards provide new members of the profession with an introduc
tion to the high level of professional competence, they serve as a guide to all
practitioners to the way to a responsible auditing practice, and they provide
clients and third parties with a measure of conduct applicable to all professional
accountants. As new members of the accounting profession you Should seek to
learn of these standards, to understand the philosophy behind them, and to
determine to use them as a constant guide to the highest professional auditing
practice.

References:

Auditing Standards
CPAHB - Chapter 13, pp. 1-25
Codification - pp. 9-11
Discussion Questions

1.

In auditing a single proprietorship, what influence should the personal
character of the proprietor have on the audit program?

2.

Assume two businesses similar in size and line of endeavor have been audited
for the past five years by the same CPA. One has good internal control,
the other has poor internal control, but nothing suspicious has been detected
during the engagements. In general should one engagement require substan
tially more audit procedures than the other?

TOPIC II
LESSON 3
Cont’d.

THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT
Auditing Standards as the Clue to Professional Auditing Work

3.

What type of item must be disclosed in a CPA’s report under the auditing
standard of consistency? Give an example of such an item.

4.

(a) Are any of the standards of auditing inapplicable to local firms of
accountants? (b) Which auditing standards are of the most immediate concern
to the junior accountant?
Are there any differences in the readings with regard to the number of
audit standards?

TOPIC II
LESSON 4
THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT
The Audit Opinion as the Climax of an Audit Examination

The major purpose of an audit is to form an opinion as to the
fairness of the statements presenting the financial position and the
operating results of a client. This process is accomplished by reviewing
enough basic evidence of the client to form an opinion. Without examination
no opinion can be given. Also, no opinion can be given where insufficient
competent evidential matter is examined. Certain circumstances may result
in exceptions, not so material as to negative an opinion, which justify the
expression of a qualified opinion. Of course the most satisfactory type of
opinion is an unqualified one. This opinion indicates that the financial
statements of the company present fairly the position of the company and
the results of its operations.

As a junior accountant, your work is essential to the determina
tion of what kind of a report will be given, for each opinion rendered must
be based upon the facts substantiated by the audit staff.

References:

Codification - pp 15-23.
CPAHB
- Chapter 19 pp 8-19, also Appendix E

Discussion Questions
1.

(a) What alternative types of opinions can be rendered to a client as a
result of an audit by a CPA? (b) What kind of opinion could be rendered
on a "for management use only” type of audit?

2.

Mr. Smith would like to start having audits of his company, but cannot
afford the cost of the work. Therefore, a long range plan is worked
our whereby an ”audit" will be made this year which will not involve
quite all necessary audit procedures, but each succeeding year more
procedures will be added until such time as all the necessary procedures
will be accomplished annually. What sort of an opinion would properly
be given the first year?

3.

A CPA satisfies himself as to the fairness of every item on the financial
statement except notes receivable, which is a substantial item. Circum
stances make it impracticable to examine this account. Should he give the
client an unqualified opinion, a qualified opinion, or deny an opinion? Why?

4.

”We did an audit for The Jones Company in order to secure a line of credit
for them at the bank, but of course we didn’t give them an opinion.”
Criticise the action implied in this statement.

5.

Under what circumstances may a qualified opinion be rendered by an
accountant? Give an example.

TOPIC II
LESSON 5

THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT

Professional Standards in Areas of Non-Auditing Engagements

CPA’s also serve business other than by rendering an opinion as
to the fairness of their presented statements. Tax work and systems
installations are examples of these services. In these areas no specific
professional standards, as such, have been set forth. It would seem that
these would be areas where the general conscience of each practitioner
must determine the conduct of the engagement. Yet upon reflection much
can be said for relying upon some of the same standards used in the auditing
areas. Examples of standards which might well carry over are those of
adequate technical training and the exercise of due care in the engagement.
These standards are to be followed whenever accountants serve the business
community.

References:

CPAHB - Chapter 13 pp 26-29

Discussion Questions
1.

List the auditing standards that might be pertinent to (a) income tax
return preparation, (b) systems installations.

TOPIC II
LESSON 6

THE SERVICES PERFORMED BY A PUBLIC ACCOUNTANT
The Rules of Professional Conduct

All public accountants' organisations have adopted guides of
conduct for the good of their profession. These guides are called the
rules of professional conduct. Though these rules are negative in
character — Thou shall nots — they are the result of a slow evolution
of restrictions on accountants' conduct. They cover three basic relation
ships: (1) that of the accountant to his client, (2) that of the accountant
to the public, and (3) that of the accountant to his fellow accountant.
The intent of these rules is vastly more significant than their details,
for the true professional conduct does not rest on the written rule, but
in the spirit behind the rule. In your study of the rules you should try
to detect the fabric of these limitations as much as the peculiarities of
each individual rule. These basic rules of professional conduct have been
set forth by the American Institute of Accountants. Each state society of
CPA's has followed the practice of adopting in its own society these basic
rules and such others as it feels to be helpful.

References:

CPAHB - Chapter 5, also Appendix B

Discussion Questions

1*

How are these rules of professional conduct enforced among accountants?

2*

What are the penalties for not following the rules of professional
conduct?

3*

Can a partnership of CPA's take into their partnership one of their
senior accountants who has not passed the CPA examination?

4.

What does the reading suggest that a CPA find out about a new client
before agreeing to work for him?

5.

An accountant posted to the general ledger all entries covering a
month's transactions and made all closing entries. Does this situation
compromise his audit independence?

Reading Suggestions for
TOPIC III, - THE AUDIT - PLANNING

Subject

References
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Duties
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Chapter 4
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Chapter 5
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Duties
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also scan
appendix
pp 141-163, 165
Chapter 13,
pp 12-14
Chapter 14
Chapter 14,
Appendix A(scan)
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CPAHB

Codification
LESSON

Internal control and audit
procedures (Part 1)

CPAHB

Duties
LESSON 5.

Internal control and audit
procedures (Part 2)

Chapter 16
pp 1-23, Appendi
cies A, C
pp 84—87

Chapter 16
Appendices B
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Case Studies in Internal Control
#2, The Machine Manufacturing
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Audits of Savings and Loan
Associations, p 37
CPAHB
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Codification pp 11-12
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TOPIC III
LESSON 1

THE AUDIT - PLANNING
The Perspective of an Audit

As a junior accountant, you will help make audits of many types
of businesses. The objective of each audit will be for the auditor to
gather enough evidence about a business to be able to form an opinion
about the fairness of the presentation of its financial condition and
the results of its operations. You should realize the importance of
having an audit plan or program. The audit program which you will follow
in your audit examination maybe predetermined or it may be made up by
one of the experienced staffmen as the audit progresses. In either case
the steps that are taken by the auditors do not occur haphazardly; each
step is designed to obtain audit evidence about the given company in the
existing circumstances.

The task of designing an adequate audit program involves two
types of selection. The first is that of deciding which audit steps to
use in the circumstances. Not all auditing techniques will be used to
examine each financial item of the client, but as each item must be
satisfactorily audited a selection of audit techniques must be made. The
second type of selection is that of deciding how much work to do on each
item. Auditing is built upon testing, which means that not every item
is thoroughly examined. As a result the planner of the audit must decide
how much time will be devoted to the examination of each of the client’s
financial items. The judicious selection of both adequate procedures
and reasonable limits is the heart of planning a successful audit.

References:

Duties - Chapter 11, pp 87-92, 135-136.

Discussion Questions
1.

Does your firm have a formal printed audit program?

2.

Who prepares the audit programs in your firm?

3.

There are two limits to the thoroughness of audit programs. One is
economic, (the cost of the work); the other is professional (enough
procedures are followed to form an opinion). In case these limits
conflict, how should the conflict be resolved?

A checklist?

TOPIC III
LESSON 2

THE AUDIT - PLANNING

The Tools Available to the Auditor

The basic purpose of the audit is nor clear. The auditor is to
make a competent examination of the books and records so that a professional
opinion can be expressed of the fairness of the statements drawn from the
books and records. The major professional problem involved is the choice
of methods the auditor will use in order to determine whether the evidence
he examines is valid. There are several basic audit techniques. These
techniques are methods of seeking verification. The specific techniques
used in a given instance can well vary with the surrounding circumstances.
It is therefore necessary for the beginning junior to consider these techniques
as tools, much as a carpenter's tools. As the use of the carpenter's specific
tools depends upon what is to be constructed or repaired, so the use of the
specific audit techniques varies with the item to be verified.

References:

Duties - Chapter 3
Chapter 4, pp 18-20, 26-33
Chapter 5

Discussion Questions

1.

Which of the audit techniques is least capable of being used by itself?

2.

Which of the audit techniques involve testing in their use?

3.

You are to vouch a purchase invoice. Does this procedure involve any
more than comparing the amount on the purchase invoice with the amount
entered in the purchases book?

4.

An adding machine tape of the accounts receivable furnished by the
client has been checked by the junior with the subsidiary accounts
receivable ledger. Every item is found to be correct. Can the total
of the tape be relied upon, assuming it is properly "starred" at the
top and has a total at the bottom?

TOPIC III
LESSON 3

THE AUDIT - PLANNING

Audit Procedures

Audit procedures are audit techniques used in given auditing
situations. Many influences act together to determine the number and the
form of the audit procedures used. One influence is the internal control
surrounding the account, an influence discussed later. A second influence
is the nature of the account itself? For instance, it is possible to draw
up long lists of audit steps or procedures that could be taken with regard
to any hypothetical kind of asset. Most auditing textbooks list from ten
to fifteen different steps to be taken with regard to auditing accounts
receivable. Yet these lists of procedures, as they stand, will more than
likely require some additions or deletions if they are to be applied to any
given situation.

As a junior you will be shown the proper audit techniques, their
sequence, and their limitations. However, the sooner you grasp the ideas
involved in choosing the right audit procedures for a given audit program,
the sooner you will be on your way to becoming a senior accountant. The
ability to make a selection of enough audit procedures to insure that an
item is audited satisfactorily is a skill that can be acquired only through
thoughtful experience. However, there are some basic guides which you as
a beginning junior should consider as you work on audit engagements. An
audit seeks the answers to some few basic questions in nearly all cases.
These might be list
ed, for assets, as: (1) Is the asset in existence? (2)
Whose asset is it? (3) Is it carried at a value which is in accordance
with sound accounting principles? and finally (4) Are all assets of this
nature on the client’s books?
Thus when following or making an audit program for an asset, the
accountant must keep these audit objectives in mind. Examination of liabili
ties, of owner’s equity accounts, of incomes, and of expenses all seek
answers to variations of these same basic questions. The more complex the
basic situation surrounding the account, the more difficult will be the
implementation of the audit program. However, if the basic questions can be
answered by the auditor, then the audit more than likely will be satisfactorily
completed with regard to that account.

References:

Duties - Chapter
also scan appendix pp 141-163, 165
CPAHB - Chapter 13, pp 12-14
Chapter 14, also Appendix A (scan)
Codification - pp 20-29
Discussion Questions

1.

Consider how materiality and relative risk of loss affect audit
procedures.

TOPIC III
LESSON 3
Cont’d.

THE AUDIT - PLANNING

Audit Procedures - Cont’d.

2.

Mr. Jones, a client, feels that it will be too costly to have the
auditors observe the inventory taking this year* Can this procedure
be eliminated?

3*

Can more than one audit technique be used to substantiate a given item
under audit? Cite an example.

4.

What are the factors which enter into the selection of specific audit
procedures to be used in an audit?

5.

Should auditing procedures for any given item, say inventories, be
the same for all audit engagements?

TOPIC III
LESSON 4

THE AUDIT - PLANNING
Internal Control and Audit Procedures (Part One)

One of the most important single factors involved in planning
the audit program is the internal control surrounding each account. If
the internal control is fully effective, then the auditor’s program can
be on the minimum side of the available procedures. If on the other hand
internal control is lacking, then nearly every means of audit procedure
available may have to be used and the amount of testing extended.
The essence of internal control is the subdivision of duties so
that no one individual controls all the important phases of a transaction.
In a large organization subdivision of duties is the means of accomplishing
this control at little additional cost. In smaller organizations subdivision
of duties may result in greatly increased cost* In such cases the manage
ment may view internal control procedures much like they view an insurance
program. The basic question which will be involved is whether the risk of
possible loss justifies the cost of the greater internal control procedures
needed.
It is the responsibility of the junior accountant to understand
the principles of internal control and to recognize a situation in which
the internal control is weak, as this situation will necessitate additional
audit procedures.

References:

CPAHB - Chapter 16 pp 1-23; also Appendices A and C of Chapter 16
Duties - pp 84—87

Discussion Questions

1.

How does your firm treat the problem of evaluating the internal control
system of its clients?

2.

If the indication is that no effective internal control exists in a
client's organization, can that client be properly audited?

3*

What factors of internal control can even the smallest business use?

TOPIC III
LESSON 5

THE AUDIT - PUNNING
Internal Control and Audit Procedures (Part Two)

Your task as a junior accountant is to recognize weak internal
control situations. In actual practice, however, the differences in circum
stances between various engagements and the junior's general lack of
familiarity with the engagement or with the over-all operations may make
the appraisal quite difficult. This ability will develop on the job over a
period of time if enough different clients’ internal control systems are
thoughtfully examined. One method by which to speed the development of
the ability to properly appraise internal control is to start evaluating
internal control in hypothetical situations. The benefit of this procedure
is that it will develop a familiarity with the elements necessary for proper
internal control. This second part of the study of internal control will
be devoted to studying hypothetical cases in order to note indications of the
adequacy or lack of internal control.

References:

CPAHB - Chapter 16, Appendices B and D
Case Studies in Internal Control #2, The Machine Manufacturing
Company pp. 9-19
Audit of Savings and Loan Associations, p 37*

Discussion Questions

1*

Where the system of internal control is adequate, is it satisfactory
to have the confirmation requests for accounts receivable prepared and
addressed by the client's employees?

2*

What additional steps can be taken if the internal control is weak
in a given company?

3*

Is the graphic approach of evaluating internal control systems ever
used in small accounting firms?

TOPIC III
LESSON 6

THE AUDIT - PLANNING
Judgment in the Circumstances

After all of the audit techniques are considered, after the
internal control system is reviewed, and after the apparent auditing
procedures are set forth, there is added to the program a rather intan
gible element—the judgment of the auditor performing the examination.
Although some would have statistical measures as a substitute, judgment
has its place in audit planning. Experienced auditors, by their thoughtful
examination of previous clients, have gained an insight into certain
elements to be watched for in the present engagement. Similarities of
errors, of situations, of complexities carry over from client to client.
There is no readily available road to sure judgment, but it behooves the
junior accountant to be alert in his work. This elementary work is a part
of every job and the lessons must be learned in these early stages before
a junior accountant can attain the senior level in his firm. Seniors have
the same alert approach to senior problems and duties as you should have to
your beginning junior duties.
Auditing by rote and rule is not imaginative enough to develop
judgment. It does not have the creative element. One way in which you
can review judgments of others is in the case studies on internal control
and audit procedures. Another way, closer to your own situation, is to
take the working papers of the last year’s audit on a job to which you are
assigned and look over the questions raised, the answers indicated, the
internal control elements noted, and the audit procedures used in the situa
tions. As a junior accountant, strive to stay alert in all your work for
there is no better time to start to lay the foundations for developing
sound accounting and auditing judgment.

References:

Duties - pp 89, 93

Discussion Questions
1.

How does an internal control evaluation help the exercise of judgment
in such cases as determining the specific auditing procedures to be
used, or in setting the limits of testing?

2.

What are other factors in the exercise of judgment in the setting of
testing limits?

TOPIC III
LESSON 7

THE AUDIT - PLANNING
The Junior Accountant and Audit Responsibilities
The junior accountant does not have much to do with the planning
of an audit in its initial stages, especially in his early engagements.
Yet he has a very definite place both in the subsequent adjustment of the
audit program as planned and in the responsibilities developed as a result
of the audit. The junior accountant is the eyes and ears of the auditing
firm in the specific area of his examination. He may well be the first person
on the audit staff to note that the audit program should be changed. Items
which are suspected within the cash area probably will first be found by the
junior making the cash examination. Numerous errors appearing in the accounts
receivable subsidiary records may be the first indication of the need for
extending procedures in this area.

As a junior you must be alert in your examination. Keep in mind
the basic objects of the audit examination and try to fit the job you are
doing into the whole picture of the over-all objectives of the audit. If
you do not understand the place of your particular operation in the over-all
picture, you should ask for an explanation from your senior or partner be
fore you get too far into your work. The only way an auditing procedure
can be effective is for it to be intelligently applied.

You will read of the legal responsibilities accompanying an audit.
These responsibilities are between the auditor who signs the opinion on
the one hand, and the client and third parties on the other. But the junior
is closely involved in this picture for it is partly as a result of his work
that the practitioner forms and publishes his opinion. Therefore, the same
degree of care must be used by the junior as by the practitioner in performing
audit operations.

References:

Codification - pp 11-12
Accountants' Legal Responsibility - pp 9-28, 43, 44, 182 ff, 191

Discussion Questions

1.

What questions arise when the client charges the auditor with gross
negligence in the conduct of the audit?

2.

In cases of alleged negligence, what is the responsibility of the planner
of the audit? What is the responsibility of the junior accountant who
worked on the audit?

3.

In the Ultramares Corporation v. Touche, was Seiss at fault?

4.

What are the auditor's responsibilities toward third parties in the
conduct of audits?

5.

The junior accountant notes from the number of errors found in his
examination that his verification procedure should be increased. What
should he do?

Reading Suggestions for
TOPIC IV. - THE AUDIT - WORKING PAPERS

Subject

References
Chapter 15,
pp 1-6, 10-18
appendix (scan)

LESSON 1.

The object of working papers

CPAHB

LESSON 2.

Characteristics of good
working papers

Auditing Standards pp 23-24
Duties
Chapter 2; also
pp 73 ff. (scan)

LESSON 3.

The test - how do they stand
up in review?

Duties

LESSON 4.

Legal responsibility and working
papers

Accountants’ Legal
Responsibility Chapter 6
pp 53-59

Chapter 11

("Board of County Commissioners
v. Baker”) pp 139-1145
("National Surety Corp.
Lybrand") pp 146-153

LESSON 5.

The junior accountant’s role
in working paper preparation

Preparation of Good Audit Work
Papers, Ralph S. Johns
The Journal of Accountancy July, 1954, PP 45-53
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TOPIC IV
LESSON 1

THE AUDIT - WORKING PAPERS
The Object of Working Papers

As a public accountant you will be dealing with working papers
all of your professional life. It is therefore important that early in
your career you thoroughly understand the purposes of worksheets and the
elements involved in their skillful preparation. Worksheets prepared
during the course of an audit, (1) comprise the underlying proof that the
audit was completed, (2) give evidence of the degree of competence exercised
in the course of the audit, and (3) support the type of opinion rendered
under the circumstances then existing.

Occasionally in both large and small accounting firms one finds
an accountant, who because he both makes the audit and renders the opinion,
prepares sketchy or otherwise unsatisfactory working papers. He justifies
his position by his insistence that his familiarity with the job permits
him to obtain enough evidence for the audit without properly prepared working
papers. However, this is an erroneous and dangerous position to take and
does not comprehend the full purpose of working papers. Improperly prepared
working papers not only fail to produce evidence of work properly done, but
cannot adequately support the opinion rendered by the accountant. As a
result, the accountant may be left with only his memory for support in subse
quent disputes, legal or otherwise. Memory alone in these instances is an
illusive and unreliable servant.
When a staff man is involved in an examination, it is imperative
that proper working papers be prepared completely, for in this case the
person rendering the opinion will not be the one making the examination.
The reviewer must form his opinion largely upon the information furnished
in these papers, and he must depend upon the staff man's worksheets to
indicate that certain work was performed. Therefore, the junior accountant
should expect that each working paper will be subject to thorough review,
because of the necessity of the accountant signing the report to justify
his opinion on the basis of the information in the working papers.

References:

CPAHB - Chapter 15, pp 1-6, 10-18, Appendix (scan)

Discussion Questions
1.

What is the relationship between the audit program and audit working
papers?

2.

Is there any reason why working papers in the permanent file should be
prepared any more carefully than those in the current file (if two such
files exist)?

3.

Should all sets of working papers in the same office be made to follow
the same pattern?

TOPIC IV
LESSON 2

THE AUDIT - WORKING PAPERS
Characteristics of Good Working Papera
Though the complete set of working papers forms proof of the
audit, working papers are created and considered one at a time. Each
worksheet should form an integral part of the proof inherent in the
completed set for each should add an indispensable link to the chain of
evidence necessary to support an audit opinion. Worksheet characteristics
are generally thought to be concerned mainly with mechanics and, as a
junior accountant, you must master the mechanics of worksheet preparation
as set forth by your firm. Headings, margins, neatness, and accuracy are
all presumed to be matters to which you will naturally pay close attention.
However, the real heart of working paper preparation does not lie in
mechanics, but involves an understanding of basic auditing theory and a
philosophy of presentation.

One characteristic involved in the preparation of good working
papers can be indicated by considering the question, "Are the scope and the
results of the examination (including errors detected and their corrections)
apparent?" An ideally prepared worksheet gives evidence to the reviewer
of how the examination was conducted, what errors were found, and what
corrections were made*
A second characteristic of a properly prepared working paper
can be indicated by the question, "Does the evidence submitted in your
worksheet provide an indication of the opinion which should be given with
respect to the examined account?"

A third characteristic of good working papers can be indicated
by the question, "Have the worksheet figures or computations been tied
into the book account under examination?" It is apparent that if the
worksheet is to present some proof, the information therein must be capable
of being traced back to the client's books on some given (and noted) date.

Working papers which exhibit these three characteristics will be
acceptable for inclusion in nearly any set of audit working papers.
References:

Standards - pp 23-24
Duties - Chapter 2, also p 73 ff (scan)
Discussion Questions

1.

Determine your firm's policies as to cross referencing working papers.
Determine also the firm's policy regarding indexing and filing working papers.

2*

"Last year's working papers should be considered an acceptable guide to the
form of this year's working papers." Discuss*

3.

Obtain a set of working papers and trace a correcting entry from the
original worksheet into the final report.

4.

Generally worksheets concerning accounts receivable tie in only with the
ending balance whereas worksheets for securities tie in with both the
beginning and ending balances . What reasons can you find for this difference?

5.

Compare the trial balance listed in figure 1 of "Duties" with the working
balance sheet shown in figure 2 of Chapter 15 (appendix) of the CPAHB. Note
the difference in worksheet preparation.

TOPIC IV
LESSON 3

THE AUDIT - WORKING PAPERS

The Test - How Do They Stand Up in Review

The person physically making the audit examination acquires a
"feel” of the underlying operations of the client and comes in contact with
much evidence with regard to the accounts examined. During his work the
staff man can gain a rather clear picture of the client’s accounting staff
and its operations. However, any feeling of confidence in the work of the
client engendered in the examining accountant is not sufficient evidence for
the partner to justify an opinion as to the validity of the financial state
ments. The examining accountant must convey the results of his examination
to the partner in an orderly written fashion if the staff man’s audit is to
be successful.

It is this latter element—the writing down of the results of the
examination in an orderly fashion—that is the crucial element in worksheet
practice. The beginning junior accountant should be aware of the reviewer’s
point of view as he prepares his worksheet, and consider this point of view
carefully before he releases the worksheet. The reviewer will assume that
the mechanical details such as date, initials, heading, and accuracy of
arithmetic are correct. He will be trying to note whether the worksheet itself
gives evidence or convincing reasons for the changes suggested and carried
out in the examination, whether the worksheet indicates that the examination
was of professional thoroughness, and whether the worksheet indicates possible
exceptions to the giving of an unqualified opinion. The junior accountant
should thus make sure that the worksheet shows the scope of the work performed,
that the figures entered in the worksheet tie in with the books, and that
corrections indicated on the worksheet are carried through to all the other
affected worksheets. Above all, unanswered questions, notations of doubt, or
ambiguities on the face of the papers should either be resolved by the junior
or specifically called to the partner’s attention before the junior accountant
releases his work.

References:

Duties - Chapter 11

Discussion Questions

1.

The success of the staff man in preparing an adequate set of working
papers can be judged rather accurately by the number of review questions
the partner asks of the staff man. Discuss.

2.

What kind of questions might the reviewer ask the junior after going
over the working papers? How would the reviewer determine which questions
to ask?

TOPIC IV
LESSON 4
THE AUDIT - WORKING PAPERS
Legal Responsibility and Working Papers

Although professional pride should be a strong element in
inducing an accountant to prepare skillfully all working papers, the
potential threat of legal action involving working papers must also
serve as an additional spur for accountants to prepare their working
papers in an acceptable manner. In nearly all legal cases involving
accountants it is found that the working papers are involved, for they
attest to work done, indicate errors found and corrected, or suggest
accounting practices or procedures that were not found to be satisfactory
during the examination* Although not all disputes can be anticipated and
only a few audits will be subject to legal action, it is well to prepare
your work in anticipation of third party scrutiny in order that the working
papers will serve the practitioner favorably in any action. Therefore, all
members of the staff should take care to prepare working papers which will
stand up under scrutiny in disputes.

References:

Accountants’ Legal Responsibility - Chapter 6, pp 53-59;
"Board of County Commissioners v. Baker”, pp 139-145;
"National Surety Corp. v. Lybrand", pp 146-153.

Discussion Questions
1.

Mr. A, a CPA, offers to sell Mr. B, a CPA, his practice including
furniture, fixtures, correspondence, and working papers. Can Mr. A
legally sell these items? What precautions must be taken in order to
avoid legal or ethical complications?

2.

What criticisms can be made of the working papers of the accountant
in the case of "Board of County Commissioners v. Baker"? What criticisms
can be made of the audit procedure?

3.

What issues listed in the reading at page 53, of Chapter 6 of Accountants’
Legal Responsibility, were involved in the "National Surety Corp. v. Lybrand"
case?

TOPIC IV
LESSON 5

THE AUDIT - WORKING PAPERS
The Junior Accountant's Role in Working Paper Preparation

It should be your aim, as a junior accountant, to progress as
quickly as possible in your profession. Because worksheets play such an
important part in the career of a public accountant, a thorough knowledge
of their use and preparation will be Indispensable to your progress. Several
final comments should be made with regard to worksheets. The first is that
an excellent way to familiarize yourself with the worksheet practice in your
office is to study the worksheets of completed audits in the office files
during your unassigned time. Several bases of selection of papers could be
used:
(1) examine the prior year’s working papers of clients to which you
expect to be assigned this year, (2) examine the working papers reviewed by
the accountant with whom you are not assigned to work. This procedure will
give you an indication of the worksheet standards held by that accountant.
A good way to catch many of your errors is to review your own
working papers before you release them. Make this a conscious step in your
working paper procedures. Many of the final working papers bound in the audit
working papers will be initially prepared by you as a junior accountant. Your
name will be upon them, and any questions involving them will inevitably be
referred back to you because you did the work. For your own protection and
comfort, you should try to understand every item on each working paper by
reference only to it. If you have to call upon supplemental background explana
tion not found on the working paper, then it will be unsatisfactory to the
reviewer of your working paper. In addition, lack of clarity will make the
person's task who follows your work on the next examination just that much
harder. Remember, you might follow yourself on a job! It is not only
courteous, but absolutely necessary to prepare worksheets that, without
additional oral explanation from the author, stand by themselves.

Finally, when you create a worksheet remember its general relationship
to the opinion that will be rendered in the course of the audit. Consider
the worksheet through the eyes of the accountant who must render the opinion.
Ask yourself, "Does this worksheet add to the proof of the audit?" And "Have
I conveyed enough evidence through it to either support or deny an opinion on
the item under examination?".
References:

Preparation of Good Audit Work Papers, Ralph S. Johns
The Journal of Accountancy - July 1954, pp 45-53
Discussion Questions

1.

A junior accountant during an annual year end examination is asked to examine
the voucher register for March. He designs a worksheet providing for the
voucher number, vendor, date of invoice, date of payment and comments
columns. He enters the above information on his worksheet with respect
to each voucher examined, commenting on each one as to its validity. His
finished worksheet furnished proof that the March vouchers were examined.
Comment upon his worksheet solution to the auditing examination requirement.

2.

The junior accountant feels that the internal control of petty cash is
weak. Assuming no formal internal control questionnaire is used by the
accountant, how should this fact be set forth in the working papers?
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TOPIC V
LESSON 1

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS
The Examination of Cash (Part One)

One of the first steps to be taken in the audit of cash is to
design an adequate audit program. When such a program is properly followed
to completion it will adequately support the audit opinion rendered. But
how is such a program designed? It has been suggested earlier in Topic III,
Lesson 3 that several basic questions be kept in mind when contemplating the
information to be gathered during the audit. These questions were stated as
(1) Is this asset in existence? (2) Does the client have title to this asset?
(3) Is this asset presented fairly in the financial statements? (4) Have all
the assets of this type been accounted for? and (5) Is the accounting treat
ment acceptable and has it been consistent with that of the preceding year?
These questions can be applied to all assets, although they vary in pertinence
with the type of asset under examination.

In addition to the basic program, variations will be found in cash
audit examinations because of the type of internal control appearing in a
given situation, and because of the experience and judgment of the auditor
making the examination. The next three lessons seek (1) to set forth audit
background theory regarding cash and its examination, (2) to indicate steps
which might be included in an adequate examination of cash, and (3) to
illustrate how examinations of cash vary.

References:

CPAHB - Chapter 14, Appendix A, pp 21-32.

Discussion Questions
1.

Answer the following questions pertaining to the audit program for cash
listed in the CPA Handbook, Chapter 14, appendix A, pp 21-32. (a) What
is the reason for including each step in the audit program? (b) What
would be a possible effect of omitting each step? (It is suggested that
a three section worksheet be drawn up for this answer listing (1) the
step (2) the reason for it and (3) the possible effect of its omission.)
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TOPIC V
LESSON 2

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS

The Examination of Cash (Part Two)

References:

Case Studies in Auditing Procedure:
#2 - A Newspaper Publisher, pp 12-16, 22 (relating to payroll)
26-27, 30 (employees’ war bond deposit).
#1 - A Loading and Hauling Equipment Manufacturer pp 27-30.

Discussion Questions

Compare the cash program listed in Case Studies in Auditing Procedure #2, A
Newspaper Publisher, with the cash program listed in Case Studies in Auditing
Procedure #1, A Loading and Hauling Equipment Manufacturer. Is each an
adequate auditing program? In what respects do they vary? (It is suggested
that a two column worksheet be used for this answer, listing the Newspaper
program on one side and the Loading and Hauling Equipment program on the
other.)

TOPIC V
LESSON 3

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS

The Examination of Cash (Part Three)

References:

Extent of Audit Samples, pp 10, 30-38; 67-69.

Discussion Questions

(a) Compare the cash program suggested by accountant "A" with that suggested
by accountant ”D” in A Case Study on the Extent of Audit Samples. (It
is suggested that a two column worksheet be used listing the program of
Accountant "A" on one side and the program of Accountant ”D” on the other.)
How do these programs vary? (b) How much evidence must be examined in
order to have a satisfactory audit of cash?

TOPIC V
LESSON 4

APPLICATION

OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS

The Examination of Accounts and Notes Receivable (Part One)
An adequate audit program for receivables should be designed to
determine (1) whether the receivables are in existence, (2) whether they
are owed to the client being examined, (3) whether the client’s presenta
tion of the receivables in the balance sheet is "fair” (which includes
propriety of valuation and classification), (4) whether the amounts owed
the company have been properly recorded during the period under audit, (5)
and whether the general accounting principles and procedures used in proces
sing the receivables during the year are acceptable and consistent with
last year.

This asset is made up of amounts owed from many different persons.
In the examination of receivables, confirmation plays an important part. The
response of a debtor to a statement of his debt generally can be relied upon
to furnish considerable proof of the validity of his account. In the audit
of notes receivable, examination of the instrument itself gives some evidence
of its validity; the related account of interest income also can give collateral
support to the validity of the notes.

Adequate audit programs for receivables will vary depending on the internal
control surrounding the receivables. The next two lessons of the study guide seek
(1) to encourage discussion of the theories involved in planning a basic audit
of receivables, and (2) to illustrate how such a basic program can vary in different
circumstances and with different accountants.

References:

CPAHB - Chapter 16, Appendix C, p. 5
Codification - pp. 20-22, 25-29, 40—

Discussion Questions

1.

What factors of internal control should be considered in establishing
an audit program for the examination of receivables?

2.

Can confirmation of accounts receivable be omitted when an unqualified
opinion is to be rendered?
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TOPIC V
LESSON 5
APPLICATIONS OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS

The Examination of Accounts and Notes Receivable (Part Two)

References:

CPAHB - Chapter 14, Appendix B, pp. 22-24
Case Studies in Auditing Procedure,
- A Public Utility
pp. 7-14.
Extent of Audit Samples, pp. 7-11, 60, 62, 107-8, 118.

Discussion Questions

1.

The following questions pertain to the audit program for accounts and notes
receivable listed in the CPA Handbook, Chapter 14. Appendix B, pp. 22-24.
(a) What is the reason for including each step in the audit program? (b)
What would be a possible effect of omitting each step. (It is suggested
that the answer to this question be placed on a three column worksheet.
The headings of the columns suggested are (1) Procedure (2) Reason, and
(3) Possible effect of omission of procedure.)

2.

Compare the audit program used in the verification of accounts receivable
in Case Studies in Auditing Procedure
- A Public Utility with the
program suggested in question 1 above. Consider the following questions
in your comparison:
(a) Evaluate the adequacy of the elements of internal control in the
Public Utility.
(b) How did cycle billing affect the confirmation procedure?
(c) Did the stated purpose of these audit procedures vary in emphasis
from the purpose of most audits?

3.

Compare the accounts and notes receivables programs suggested by Accountant
H with those suggested by Accountant B in A Case Study on the Extent of
Audit Samples.

TOPIC V
LESSON 6

THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS

The Examination of Inventories (Part One)

The examination of inventories emphasizes a new aspect of verifi
cation of assets, for here the problem of pricing is of major importance for
the first time. The confirmation technique* used extensively for cash and
accounts receivable, is not generally available. The pricing process is
largely an internal problem to be solved initially by the client. Because
the methods of keeping inventories (solely physical count or perpetual
inventory) vary, the methods of pricing inventories (lifo, fifo, average)
vary, and the nature of the inventories themselves (finished goods, raw
materials, work in process; iron, gems, brine) vary, the verification of
this asset clearly illustrates the need for a broad approach to the problem
of asset verification. The questions suggested earlier in this study guide
are basic to any such approach: (1) Is the asset in existence? (2) Does
the client have title to the asset? (3) Is the asset fairly presented in
the financial statements? (4) Have all the assets of this kind been accounted
for? and (5) Is the accounting treatment accorded this asset acceptable and
has it been consistent with that of the preceding year?

What are the basic principles of inventory verification? What
accounting principles must be observed in the inventory process? How may
inventory examinations vary because of circumstances, internal control, or
auditors’ judgment? The purpose of this section of the study guide is to
stimulate discussion of questions such as these which are considered integral
to the inventory verification process.

References:

Restatement Bulletins, pp. 27-35*
Codification, pp. 2-25, 33-40.

Discussion Questions

1.

Briefly note the important points of Chapter 4, pp. 27-35, of the
Restatement and Revision of Accounting Research Bulletins, indicating
the reasons cited for the points listed.

2.

How does the client’s use of a perpetual inventory system affect the
conduct of an audit of inventories?

3.

A coal pile consisting of a number of tons of coal purchased at a given
price is enlarged by dumping over the existing coal pile a number of
tons of coal purchased at a cheaper price. Half of the coal pile is
sold during the period. Must the company use the lifo method of inventory
in this situation or can the fifo method be used?

4.

What type of audit opinion can be given if the auditor has been first
retained at the end of the year and was not present at the taking of
the inventory at the beginning of the year?
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THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS

The Examination of Inventories (Part Tro)

References:

CPAHB - Chapter 14, Appendix A, pp. 8-9.
Extent of Audit Samples, pp. 7-11, 43-46.
Duties, Figures 7, 9, and 10 (p. 73ff.)

Discussion Question

1.

Compare Account A's program (in A Case Study on the Extent of Audit
Samples) for the auditing of inventories with an audit program used for
inventories of a manufacturing concern in your firm. Compare your
firm's worksheets with the illustrations shown in Duties (following
page 73 - Figures, 7, 9, 10).
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THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS

The Examination of Fixed Assets

Fixed assets represent the long term property investment of the
client and consist of such items as land, building, machinery, and trucks.
The problems involved in the examination of such assets are different from
those encountered in the examination of current assets. In general the composi
tion of the fixed assets account changes little in any one year and the audit
examination is concerned mostly with current year's changes. Generally the
major portion of the asset has already been audited and the results of these
prior audits are kept in the accountant's permanent file. The examination
problems center around the client's formulation and execution of acceptable
accounting policies regarding the acquisitions to be capitalized or expensed,
depreciation rates, and retirements.

References:

Case Studies in Auditing Procedure
#2 A Newspaper Publisher, p. 24
#8 A Steel Fabricating Company, pp 18, 22

Case Studies in Internal Control
#2 The Machine Manufacturing Company, pp 11, 14, 18, 33.

Discussion Questions
1.

Explain how the examination of fixed assets may vary because of the internal
control situation.

2.

(a) What related accounts should be verified at the time of the verification
of fixed assets? (b) Should a charge of $300 be capitalized or expensed?

3.

What audit problems may be present where some fixed assets owned by the
company are not used currently in the operations of the business?

TOPIC V
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THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF ASSETS

The Examination of Other Assets

This session pertains to the audit of other types of assets which
are to be found on the client's financial statements. They are varied in
composition and often not material in value. The assets shown on each client's
financial statements will be different, and yet the essence of auditing is
the verification of different assets under varying circumstances. For this
class of assets, the accountant must answer all the basic questions concerning
title, existence, balance sheet presentation, inclusiveness of examination,
and acceptability and consistency of accounting treatment in order to make
an adequate audit examination .

References:

CPAHB - Chapter 14, Appendix A, pp 7, 10
Restatement Accounting Bulletins
Chapter 3, pp 19-23
Chapter 5, pp 37—40

Discussion Questions
1*

What procedures can be taken to determine the answers to each of the basic
questions for the Investments account* (Note: the suggested basic
questions are: (1) Is the asset in existence? (2) Does the client have
title to the asset? (3) Is the asset fairly presented in the financial
statements? (4) Have all the assets of this kind been accounted for? and
(5) Is the accounting treatment accorded this asset acceptable and is it
consistent with that of the preceding year? )

2.

(a) Note similarities of the programs suggested in the CPA Handbook,
Chapter 14, Appendix A, page 10 for the examination of (1) Prepaid insurance
(2) Other prepaid assets, (3) Cash surrender value of life insurance, and
(4) Deposits.

(b) What elements are involved in determining if an asset is properly
classified?
3.

Does the purpose of having on hand marketable securities have any effect
upon their presentation in a balance sheet?

Reading Suggestions for
TOPIC VI - APPLICATION OF AUDIT THEORY AND PRACTICE TO THE
EXAMINATION OF LIABILITIES
Subject

References

LESSON 1.

The examination of accounts
payable

CPAHB - Chapter 14, Appendix A, p. 13
Chapter 18, Appendix A, p. 4
Case Studies in Auditing Procedure:
#
2 A Newspaper Publisher, p. 29
#
3 A Department Store, pp. 47-48
#
8 A Steel Fabricating Company p. 19
Case
Studies in Internal Control:
#
2 The Machine Manufacturing Co.
pp. 11, 15
Extent of Audit Samples, pp. 51, 91

LESSON 2.

The examination of notes
payable

CPAHB - Chapter 14, Appendix A, p.12
Chapter 18, Appendix A, p. 4
Case Studies in Auditing Procedure:
#1 A Loading and Hauling Equipment
Manufacturer, p. 30
#7 A Grain Company, p. 51-52
Extent of Audit Samples, pp. 62-63,
123-124

LESSON 3.

The examination of accrued
liabilities

CPAHB - Chapter 14, Appendix A, pp. 14-15
Chapter 18, Appendix A, pp. 4-5
Case Studies in Auditing Procedure:
2 A Newspaper Publisher pp. 30-31
#
#
3 A Department Store pp. 49-50
#
8 A Steel Fabricating Company p. 19
Restatement Accounting Bulletins,
Chapter 10, pp. 81-84

LESSON 4.

The examination of long-term
and contingent liabilities

CPAHB - Chapter 14, Appendix A, p. 16
Chapter 14, Appendix B, pp. 35-36
Case Studies in Auditing Procedure:
#
2 A Newspaper Publisher, p. 31
4 A Public Utility p. 23
#
#
8 A Steel Fabricating Company pp. 18-19
Restatement Accounting Bulletins,
Chapter 3, pp. 21-23

LESSON

The client's representation

Codification pp. 48-54
Extent of Audit Samples
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THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF LIABILITIES

The Examination of Accounts Payable
In the examination of the accounts payable on the balance sheet
evidence may be found of the results of prior examinations. Stated trade
accounts payable may have been adjusted as a result of the cutoff procedures
used in the examination of inventories. Entries for goods in transit may have
caused an adjustment to accounts payable. The present examination is directed
towards the examination and presentation of the total of accounts payable.

Some of the techniques of auditing, such as physical examination, which
were available to the auditor in the examination of most types of assets, are not
pertinent to the examination of liabilities. Recomputation, confirmation, and
scanning are the most useable audit techniques.

The most evident error to be guarded against in this examination is the
understatement of liabilities, as contrasted to the possibility of overstatement
in the examination of assets. Thus, liabilities not reported but necessary to
present a fair statement are the ones which the auditor must locate.

One means of determining the adequacy of the examination is to seek
answers to several basic questions. These questions may be stated as: (1) Is
this an unpaid liability of this client? (2) Is this liability presented fairly
in the financial statements? (3) Has all of this type of liability been subjected
to examination? and (4) Is the accounting treatment accorded this liability
acceptable and consistent with that of the last period?
References:

CPAHB - Chapter 14, Appendix A, p. 13
Chapter 18, Appendix A, p. 4
Case Studies in Auditing Procedure:
2 A Newspaper Publisher, p. 29
#
3 A Department Store, pp. 47-48
#
8 A Steel Fabricating Company, p. 19
#
Case Studies in Internal Control
2 The Machine Manufacturing Company, pp. 11, 15
#
Extent of Audit Samples, pp. 51, 91.

Discussion Questions

1.

Classify each step listed in the CPAHB program (Chapter 14, Appendix A, p. 13)
as to which of the suggested basic questions mentioned in this lesson each
seeks to answer.

2.

(a) To what extent should accounts payable be confirmed?
circumstances should this procedure be eliminated?

3.

Compare the programs for accounts payable of Accountant A (p. 51) and
Accountant F (p. 91) in A Case Study on the Extent of Audit Samples.

(b) Under what

TOPIC VI
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THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF LIABILITIES

The Examination of Notes Payable

A note payable is a special form of current liability for it is sup
ported by a written document signed by the client. Because the amount, the due
date, and other details of each note are in writing, the determination of the
total and the proper classification of notes payable can be determined by confirma
tion* However, the possibilities of unrecorded dr of improperly authorized notes
must be guarded against. The examination of the interest expense account is
useful in determining on which notes interest had been paid. Notes for large
amounts, or notes arising from unusual circumstances should be investigated for
proper authorization.

References:

CPAHB - Chapter 14, Appendix A, p. 12
Chapter 18, Appendix A, p. 4

Case Studies in Auditing Procedure
#1 A Loading and Hauling Equipment Manufacturer, p* 30
#7 A Grain Company, pp. 51-52.

Extent of Audit Samples, pp. 62-63, 123-124.

Discussion Questions

1*

Compare the program suggested in CPAHB - Chapter 14, Appendix A (p. 12)
with that used in any of your firm's recent audits. Note any differences.

2*

How were "notes payable" examined by Accountant H in "A Case Study on the
Extent of Audit Samples"? What program is set forth by Accountant B
(62-63)? Which program seems more satisfactory?

TOPIC VI
LESSON 3

THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF LIABILITIES
The Examination of Accrued Liabilities

The examination of accrued liabilities may be divided into two
parts: (1) testing the accuracy of the accruals that are shown and (2) deter
mining that all accruals are properly reflected in the financial statements.
The first part of the examination involves a recomputation of the accrued
liabilities shown in the client’s financial statements. The nature of these
accruals will vary with the client's type of business and accounting policies.
The second part of the examination is the most difficult. Clues to accrued
liabilities may be found during any part of the audit. For instance, the examine
tion of assets may disclose that properties are rented for which rental payments
have not been paid; the examination of expenses may disclose that property taxes
are not being accrued since the last payment date; and the examination of other
liabilities such as notes payable may disclose that interest expense is not being
accrued. The satisfactory examination of accrued liabilities requires that an
alertness to the possibility of omission of accrued liabilities be maintained
throughout the entire audit.

References:

CPAHB - Chapter 14, Appendix A, pp. 14-15
Chapter 18, Appendix A, pp.
Case Studies in Auditing Procedure
#2 A Newspaper Publisher, pp. 30-31
#3 A Department Store, pp. 49-50
#8 A Steel Fabricating Company, p. 19
Restatement Accounting Bulletins
Chapter 10, pp. 81-84

Discussion Questions

1*

What elements must be taken into consideration when verifying the computation
of Federal Old Age Benefit Tax Payable (by the employer)?

2.

Determine the fiscal year of the governmental authority taxing the property
where your CPA firm is located* Explain the most acceptable manner of
accruing property taxes under these circumstances .

TOPIC VI
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THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF LIABILITIES

The Examination of Long Term and Contingent Li abilities
Long term liabilities mature more than one year after the balance
sheet date. Although trade payables might have such a maturity, the most common
long term liabilities are bonds and notes. Basically the only difference between
long term and short term bonds and notes is the time until the maturity of the
obligations. However, long term obligations often carry restrictive provisions
on the financial operations of the business such as the maintenance of a given
current ratio or the reservation of a portion of surplus. Thus the auditor must
first determine the existence and validity of the bonds or long term obligations
and then determine that all the restrictive provisions are being observed.

Contingent liabilities are among the vaguest of liabilities to check
adequately. The habit of the accountant to provide for all forseeable adverse
circumstances — sometimes called conservatism — is clearly revealed in this
area. The amounts of some of these contingent liabilities must be estimated,
such as the amount of an unsettled tax dispute. The potential happening of other
contingent liabilities is sometimes debatable, such as the contingent liability
resulting from a pending law suit. The auditor must use good judgment and the
test of reasonableness in reviewing provisions for contingent liabilities.

References:

CPAHB - Chapter 14, Appendix A, p. 16
Chapter 14, Appendix B, pp. 35-36
Case Studies in Auditing Procedure
# 2 A Newspaper Publisher, p. 31
# 4 A Public Utility, p. 23
# 8 A Steel Fabricating Company, p. 18-19
Restatement Accounting Bulletins - Chapter 3, pp. 21-23

Discussion Questions
1.

How might unrecorded contingent liabilities be discovered by an alert auditor?

2.

The Jones Corporation has $10,000 of serial bonds maturing on June 30, 1956.
How should these bonds be shown in the balance sheet on December 30, 1955 in
each of the following separate situations:
(a) The bonds are to be refunded.
(b) The bonds are to be retired from a sinking fund created for this purpose.
(c) The bonds are to be retired, but no sinking fund has been created.
Give reasons for the differences in statement presentation.

3.

Compare the bond program suggested in CPAHB - Chapter 14, Appendix B (pp. 35-36)
with that used in (a) ”A Steel Fabricating Company" (Case Studies in Auditing
Procedure #8 p. 18-19) and (b) "A Public Utility” (Case Studies in Auditing
Procedure #4 p. 23).

TOPIC VI
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THE APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION OF LIABILITIES

The Client’s Representation
A fundamental proposition of auditing is that the statements presented
are those of the client, not of the auditor. The books and records are created
by the client not by the auditor, and it must be conceded that the client, not
the auditor, knows more about the details of the financial transactions of the
year if only by virtue of the comparative time and effort spent by the two parties:
the client operates by units, the auditor by samples. One means by which the
auditor can capitalize on the client’s full knowledge of the financial trans
actions of the year is to ask him to furnish the auditor with a representation
concerning the liabilities. This representation states that all known liabilities
including contingent liabilities, are disclosed in the company's financial state
ments.

References:

Codification, pp. 48-54
Extent of Audit Samples (scan to determine which accountants
suggest using client's representations for liabilities).

Discussion Questions

1.

(a) Can the auditor reduce the scope of his examination if he obtains a
liability representation from a client?
(b) A CPA states "I don't ask the client for a liability representation
because I think it is my job to find all liabilities". Comment on
this statement.

2.

Scan A Case Study on the Extent of Audit Samples to determine which of
the accountants suggest using client's representations for liabilities.

Reading Suggestions for
TOPIC VII - APPLICATION OF AUDIT THEORY
AND PRACTICE TO THE EXAMINATION OF THE
OWNERSHIP SECTION OF THE FINANCIAL STATEMENT

Subject

LESSON 1.

LESSON 2.

Capital accounts (Part one)

Capital accounts (Part tiro)

References

Case Studies in Auditing
Procedures, #2 A Newspaper
Publisher pp. 12, 32-33
A Corn Processing Company
p. 63
Case Studies in Auditing
Procedures, #8 A Small
Restaurant, p. 30, #9 A
Wholesale Distributor of
Newspapers and Magazines,
p. 45
CPAHB - Chapter 14, Appendix A
pp. 17-18

TOPIC VII
LESSON 1

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION
OF THE OWNERSHIP SECTION OF THE FINANCIAL STATEMENT
Capital Accounts (Part One)
It might be thought that if the assets and liabilities were thoroughly
examined, no examination of the net worth section would be necessary because
the balance in that section would have to equal the difference between the assets
and liabilities. This thought overlooks the audit objectives that each account
balance should be properly supported, and that each should be properly presented
in the financial statements. Investigation is as necessary for the net worth
accounts as it is for any other balance sheet accounts.

The audit examination will be varied by the type of ownership, by the
activity in the ownership accounts, and by the formality of accounting proce
dures surrounding these transactions. In a single proprietorship (such as is
illustrated in Case Studies in Auditing Procedure #8, A Small Restaurant, p. 30)
there is little formal evidence of ownership to examine. In this type of exam
ination a major objective is to see that all personal items are charged through
the drawing account and that they are separated from the general business
operations.
In the examination of partnership ownership accounts, a second problem
arises. Not only should all of the partners' personal transactions be limited
to the capital accounts, but general equity (as expressed by the terms of the
partnership agreement) must be preserved between the partners.

The corporate form of organization may present a variety of examina
tion problems. These problems arise from (a) the extent of stock holdings
(b) the activity within the accounts during the examination period and (c) the
formality of the capital stock procedures. For instance, in a closely held
corporation (such as illustrated in Case Studies in Auditing Procedure #9, A
Wholesale Distributor of Newspapers and Magazines, p. 45.) where the stock
changes are evidently few, and the accounts have been previously examined by
the auditors, the examination indicated seems very light. A more complete
examination (such as is indicated in Case Studies in Auditing Procedure #2,
A Newspaper Publisher, pp. 32-33) is a sound procedure in most circumstances
where the capital accounts show signs of activity or where the stock is not
closely held. If there is a more formal procedure in effect for handling
capital transactions (namely the use of a registrar and transfer agent such
as in Case Studies in Auditing Procedure #5, A Corn Processing Company, p. 63,)
the work of the auditor should be adjusted because of the independent party
involved in these capital stock transactions.
In general all the evidence available to the auditor substantiating
the capital accounts and pertaining to their proper presentation must be
examined. The audit program must be drawn up with regard to the existing form
of organization and the company procedures and policies concerning the capital
accounts.
References:

Case Studies in Auditing Procedure
#2 A Newspaper Publisher, pp 12, 32-33
A Corn Processing Company, p. 63

TOPIC VII
LESSON 1
Cont’d.2

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION
OF THE OWNERSHIP SECTION OF THE FINANCIAL STATEMENT

Discussion Questions

1.

Only 1% of the audit time was spent on the examination of the net
worth accounts in the Audit Case Studies referred to in the readings.
Is an examination (which takes such a small part of the total audit
time) absolutely essential?

2.

In what respects is the examination of treasury stock similar to the
examination of stock carried as an investment? In what respects does
such an examination differ?

3.

With regard to ownership of capital stock, what items must be noted
in the working papers in order that the income tax returns can be
filled out fully at a later date?

TOPIC VII
LESSON 2

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION
OF THE OWNERSHIP SECTION OF THE FINANCIAL STATEMENT
Capital Accounts (Part two)

References:
Case Studies in Auditing Procedure
#8 A Small Restaurant, p 30.
#9 A Wholesale Distributor of Newspapers and Magazines, p. 45.
CPAHB - Chapter 14, Appendix A, pp. 17-18

Discussion Questions
1.

Compare the audit program used for capital stock in a recent audit in your
office with that suggested in the CPA Handbook, Chapter 14, Appendix A,
pp. 17-18. Note any differences and determine the reasons for such
differences.

2.

Does the fact of partners’ unlimited personal liability affect the opinion
rendered on, or the scope of the examination made to verify the statements
of a general partnership?

Reading Suggestions for
TOPIC VIII - APPLICATION OF AUDIT THEORY AND PRACTICE
TO THE EXAMINATION OF INCOME AND EXPENSES

Subject

References

LESSON 1.

The extent of testing (Part one)

Extent of Audit Samples
pp. 9-23, 54-58, 62-63,
94 (cash), 100-101

LESSON 2.

The extent of testing (Part two)

Case Studies in Auditing
Procedure, #2 A Newspaper
Publisher, pp. 22, 33
#8 A Small Restaurant,
pp. 26-27 (cash), 31

LESSON

Review of accounting policies
and procedures

Case Studies in Auditing
Procedure, #4 A Public
Utility, pp. 10, 14-15
Statement on Auditing
Procedure #25, Events
Subsequent to the Date of
Financial Statements.

TOPIC VIII
LESSON 1

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION
OF INCOME AND EXPENSES
The Extent of Testing (Part one)
The accountant who intends to submit an unqualified opinion on
financial statements must review the operations of the business for they
are within the scope of his rendered opinion. An opinion must be formed
as to the fairness of presentation and as to the overall reasonableness of
the figures submitted in light of the surrounding business circumstances.
Specifically, the income and expense accounts each must be examined. The
extent of the examination will vary. During the course of the examination
of assets and liabilities, many of the accounts will have been audited.
Examples of these accounts are interest income (with notes receivable),
insurance expense (with prepaid insurance) and depreciation (with fixed
assets). All of the remaining accounts will be audited to some extent.
Some accounts, such as commission expense, will be recomputed, at least on
a test basis. Some, such as repairs expense, will be partially vouched.
Some, such as general expense, will be analyzed into component parts for
clearer presentation. Others will be merely scanned.

In addition to these specific examinations, some overall tests
will be applied. The gross profits test will be applied to determine the
reasonableness of the reported gross profit. Inventory turnovers will be
computed to help indicate the reasonableness of the cost of sales figures.
Often all items of the income statement will be expressed as a percentage
of net sales. These percentages, when compared with similar percentages
for other years, give additional evidence of the reasonableness of each
expense account. Determining the trend of the balance of each expense
account as revealed by comparative income statements is another means of
testing the reasonableness of the operations.

During the course of the audit, the completeness and mathematical
accuracy of the books and records must be established. One means of deter
mining the reliability of the records is testing of the completeness and
accuracy of the postings, and the determination of the mathematical accuracy
of the journals and ledgers. Theoretically the extent of this type of
testing is limited only by the number of items subject to test. Obviously
testing to the maximum amount is rarely called for. The actual amount of
testing, and the type of items tested rests, to a great extent, upon the
judgment of the accountant in charge of the audit. Discernment in this
matter of testing is developed only through a thoughtful accumulation of
audit experiences.
The company’s established accounting policies and procedures
should also be reviewed. Although this review is mentioned last in the
study guide, it probably would be among the first audit steps performed.
The Company’s accounting policies must be reviewed by the auditor, first,
for guidance to note how the accounting transactions should be treated
in view of these policies, and second, in order to consider the propriety
of these policies in the circumstances. Basically this review would be
over all written evidence of policy decisions, such as the minutes of the
meetings of stockholders and board of directors.

TOPIC VIII
LESSON 1
Cont’d 2

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION
OF INCOME AND EXPENSES

The Extent of Testing (Part one)

Finally, the auditor must assume responsibility for reporting
any significant post-balance-sheet transactions which come to his attention
during the period of his audit examination. His auditing procedures need
not continue to the date of the end of his field work, but he must be alert
to notice any unusual or material items which could effect the fair presenta
tion of the financial position of the company.

References:

Extent of Audit Samples, pp. 9-23, 54-58, 62-63, 94 (cash),
100-101.

Discussion Questions
1.

How do Accountant B and Accountant G differ in the extent of their testing
of operations (in A Case Study of the Extent of Audit Samples).

TOPIC VIII
LESSON 2
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APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION
OF INCOME AND EXPENSES

The Extent of Testing (Part two)

References:

Case Studies in Auditing Procedure
#2 A Newspaper Publisher, pp. 22, 33.
#8 A Small Restaurant, pp. 26-27 (cash), 31.

Discussion Questions
1.

Compare the extent of testing used in (1) A Newspaper Publisher and
(2) A Small Restaurant (Both Case Studies in Auditing Procedure).
Note any differences in extent. Discuss reasons for any differences.

TOPIC VIII
LESSON 3

APPLICATION OF AUDIT THEORY AND PRACTICE TO THE EXAMINATION
OF INCOME AND EXPENSES

Review of Accounting Policies and Procedures

References:

Case Studies in Auditing Procedure
#4 A Public Utility, pp. 10, 14-15
Statements on Auditing Procedure #25, Events Subsequent
to the Date of Financial Statements.

Discussion Questions
1.

How do the "Public Utility Company’s” accounting policies differ from
general industrial accounting policies? What effect does each of these
policies have on the conduct of the audit examination?

2.

The Jones Company's financial statements contain no accurals, although
some expenses (unbilled) have been incurred but not paid at the balance
sheet date. The president explains that "because approximately the same
amounts are due at the end of each period, these accurals balance out
over a year’s time." What should the auditor’s position be in this matter?

